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In the United States Circuit Court of

Appeals for the Ninth Circuit

No. 7881

Commissioner of Internal Revenue, petitioner

V.

Bullock's, a Corporation, respondent

Bullock's, a Corporation, petitioner

V.

Commissioner of Internal Revenue, respondent

ON PETITIONS FOR REVIEW OF DECISION OF THE UNITED
STATES BOARD OF TAX APPEALS

BRIEF POR THE COMMISSIONER

OPINION BELOW

The only previous opinion is a memorandum

opinion of the United States Board of Tax Ap-

I peals (R. 33-47), which is not reported.

JURISDICTION

• This case involves Federal income taxes for the

" fiscal years ending January 31, 1925, and January

31, 1927. It is before this Court on cross petitions

to review the decision of the United States Board
(1)



of Tax Appeals entered October 17, 1934 (R. 48).

Petition for review was filed by the Commissioner

on January 4, 1935 (R. 49-58), and by the tax-

payer on January 14, 1935 (R. 61-67), pursuant

to the provisions of the Revenue Act of 1926, c.

27, 44 Stat. 9, 109-110, Sections 1001-1003, as

amended by Section 1101 of the Revenue Act of

1932, c. 209, 47 Stat. 169.

QUESTIONS PRESENTED

1. Prior to the year 1927 the taxpayer consist-

ently reduced its inventories by the amount of cash

discounts received on goods purchased. Beginning

with the year 1927 it abandoned this method and

reported its inventories at the gross invoice price

and credited to an income account the discounts

allowed. In making the change the taxpayer in-

creased its opening inventory for 1927 by $119,-

982.09, the amount of the discounts previously al-

lowed on the merchandise included in such opening

inventory. The question is whether the change in

the method of handling discounts requires the in-

clusion of $119,982.09 in the taxpayer's income for

the year 1927.

2. Whether the assessment of an additional tax

for the fiscal year ending January 31, 1925, is

barred by the statute of limitations.

STATUTE AND REGULATIONS INVOLVED

The statute and regulations involved will be

found in the Appendix, infra, pp. 18-28.



STATEMENT

The facts which were stipulated are substantially

as follows (R. 70-74) :

The taxpayer is a corporation which operated a

large dry goods department store. It kept its books

on the accrual basis (R. 70).

From the year 1914 to February 1, 1926 (the

beginning of its fiscal year 1927), taxpayer con-

sistently treated cash discounts allowed to it on

purchases as credits to the purchase accounts

—

that is to say, it reduced the cost of merchandise

purchased, and, therefore, the cost of goods sold,

by the amount of cash discounts allowed to it on

purchases (R. 70).

In taking its inventories at the end of each fiscal

year from 1914 to and including its fiscal year

ended January 31, 1926, taxpayer priced its mer-

chandise in inventory at cost after deducting the

cash discounts allowed (R. 71).

Taxpayer's closing inventory for the fiscal year

ended January 31, 1926, as shown on its books of

account, and as shown on its income-tax return

for said fiscal year, was $3,053,637. Said sum was

also shown on taxpayer's books as the opening in-

ventory at February 1, 1926 (R. 71).

On February 1, 1926, after the pricing of the

opening inventory at February 1, 1926, as above

mentioned, taxpayer changed its method of treat-

ing cash discounts by crediting all cash discounts

allowed to it to an income account, and thereafter

it priced its merchandise in its inventory at the
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gross piirchase price without deduction of the cash

discount which had been allowed thereon (R. 71).

The amount of cash discounts allowed on mer-

chandise included in the closing inventory at Jan-

uary 31, 1926, which was also the opening inventory

at February 1, 1926, was $119,982.09 (R. 71).

Taxpayer's closing inventory at January 31,

1927, as shown by its books and income-tax return

for the fiscal year ended January 31, 1927, amount-

ing to $3,161,799, was priced at cost, without any

deduction for cash discounts; but in accordance

with its books, in its return taxpayer reported as

income an item of $603,782.53 as "Cash Discounts

Earned", which was the total sum realized from

discounts on merchandise purchased during that

fiscal year. In the said $603,782.53 there was in-

cluded the sum of $123,119.71, representing cash

discounts on purchases of merchandise included in

said inventory at January 31, 1927 (R. 71-72).

Taxpayer reported its gross profit from trading

or manufacturing in its income-tax return for the

fiscal year ended January 31, 1927, as follows

(R. 72) :

Gross sales from trading or manufac-

turing, less returns and allowances $21, 851, 100. 91

Less cost of goods sold

:

Inventory at beginning of year— $3, 173, 619. 09

Merchandise bought for sale 14, 715, 284. 53

Total 17, 888, 903. 62

Less inventory at end of year 3. 161, 799. 00
14, 727, 104. 62

Gross profit from trading or

manufacturing 7, 123, 996. 29



During the fiscal year ended January 31, 1928,

the taxpayer followed the same method of treat-

ment of cash discounts as it had followed in the

fiscal year ended January 31, 1927. The cash dis-

counts allowed taxpayer on its merchandise pur-

chases during the taxable year 1928 amounted to

$445,926.79, which was reported as income on its

books and income-tax return. Included in said

amount was $109,985, which represented cash dis-

counts received on purchases of the merchandise

included in its closing inventory for the fiscal year

1928 (R. 73).

Taxpayer transferred all of its assets to Bul-

lock's, Incorporated, prior to February 1, 1928

(R. 73).

That taxpayer's income-tax return for the fiscal

year beginning February 1, 1927, was filed June 15,

1928, using the new inventory method. Its income-

tax liability for said fiscal year was closed August

21, 1930, upon the basis of the tax shown in the

return (R. 73).

In arriving at the deficiency for the fiscal year

1927, proposed in the sixty-day letter, Commis-
sioner restored the opening inventory for the fiscal

year to the same figure as that for the closing in-

ventory for the year ended January 31, 1926, to

wit: $3,053,637, thereby, in effect, increasing tax-

payer's income by $119,982.09 (R. 72). The Board
of Tax Appeals reversed the Commissioner, and
he files this appeal.



Taxpayer filed its income-tax return covering its

fiscal year ended January 31, 1925, with the Col-

lector of Internal Revenue at Los Angeles, Cali-

fornia, on April 15, 1925, which return contained

all items of gross income and deductions as pro-

vided by law, including all completed schedules and

information required by the return form and which

reflected a net taxable income in the sum of

$1,506,481.26 and a total tax liability of $188,310.16

(R. 73).

On May 15, 1926, taxpayer filed with said Col-

lector of Internal Revenue an amended return for

said fiscal year ended January 31, 1925, which re-

turn was identical in every respect with the return

filed on April 15, 1925, except that the total tax lia-

bility shown thereon, computed under the provi-

sions of the Revenue Act of 1926, was $188,937.86,

in lieu of $188,310.16, or an increase in tax liability

of $627.70 (R. 73-74). The Board held that the

deficiency for 1925 was not barred. The taxpayer

appeals on this point.

SPECIFICATION OF ERRORS TO BE URGED

1. The Board of Tax Appeals erred in holding

and deciding that the Commissioner erroneously

added to the taxpayer's net taxable income for the

fiscal year ending January 31, 1927, the amount of

$119,982.09, representing the amount added by the

taxpayer to its opening inventory at February 1,

1926, to place it on the same basis as the closing

inventory at January 31, 1927.



2. The Board of Tax Appeals erred in failing to

hold and find that when the change was made by the

taxpayer in its method of treating cash discounts

or taking inventories which had an effect on tax-

able income not previously reported under the

method of account employed by it, such unreported

income should be taken up in taxable income in the

year of change.

3. The Board of Tax Appeals erred in failing to

hold and decide that the taxpayer is not entitled to

increase arbitrarily the amount of its opening

inventory at February 1, 1926 (which had been

valued at net cost of merchandise included therein

at January 31, 1926), by the amount of cash dis-

counts previously eliminated therefrom, without

making a compensating increase in its taxable

income for the year of change.

4. The Board of Tax Appeals erred in holding

and deciding that the addition of $119,982.09 made

to the opening inventory at February 1, 1926, to

offset a similar item of $123,119.71 at January 31,

1927, made the inventories consistent and equal-

ized the difference without a further compensating

adjustment to income.

5. The Board of Tax Appeals erred in failing to

find and hold that the taxpayer received a compen-

sating adjustment in the subsequent fiscal year end-

ing January 31, 1928, for the cash discounts of

$123,119.71 on merchandise included in the closing

inventory at January 31, 1927, by the inclusion of

32263—35-
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said item of $123,119.71 in the opening inventory

for such subsequent year, and that the said item

cannot be also used to offset a similar item of $119,-

982.09 at February 1, 1926.

6. The Board of Tax Appeals erred in failing

to hold and decide that there is a deficiency in in-

come tax for the fiscal year ending January 31,

1927, in the amount of $20,343.99.

SUMMARY OF ARGUMENT

Prior to the beginning of the fiscal year 1927, the

taxpayer had credited directly to its inventory ac-

count cash discounts on merchandise purchased,

thereby applying the cash discounts as a reduction

in the cost of goods purchased by it. Beginning

with the fiscal year 1927, it changed this method

of accounting for cash discounts and thereafter

credited the cash discounts to a separate current

income account, or earned discount account. By
this method the gross cost of the goods purchased

was carried in the inventory, and the net cost of

the goods was reflected in its income statements

through the compensating effect of the earned dis-

count account. The opening inventory for 1927 re-

flected only the net cost of the goods on hand, and,

in order to bring that amount into agreement with

the inventory costs of subsequent purchases, the

opening inventory was marked up by $119,982.09.

However, the taxpayer did not make a correspond-

ing credit to its earned discount account, but made



the credit directly to its surplus account through

a nontaxable adjustment. It, therefore, arbitrar-

ily raised the cost of goods on hand, which, when

sold, would effect a reduction in taxable income by

exactly the same amount.

At the end of the taxable year, the taxpayer had

on hand goods purchased during that year for

which the cash discount had been $123,119.71,

which amount was shown in that year's earned dis-

count account. In the normal working of the in-

ventory, those discounts, while reflected in income

in 1927 through that year's earned discount ac-

count, would be compensated in later years when
the goods were sold, and at gross cost used in the

income computation. The effect of this item the

Board misunderstood. It entirely overlooked the

fact that the ''cost of goods" carried over for sale

in subsequent years included the offsetting debit to

the $123,119.71 credit contained in the earned dis-

count account, and erroneously concluded that that

credit in the earned discount account offset the in-

ventory mark-up. Therefore, the net effect of the

Board's decision was to allow the taxpayer to

escape tax on $119,982.09 of its income.

It is to be noted that the closing inventory of the

year in question, which contained the offsetting

charge of $123,119.71, became the opening inven-

tory for the subsequent year, and the tax for that

year has been settled and the year closed without

any disturbance of that item in the "cost of goods
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sold." Consequently, if the income accruing be-

cause of the mark-up in the opening inventory for

1927, due to the change of method in reporting cash

discounts, is not taxed in the year 1927, it never

will be taxed.

ARGUMENT

The taxpayer increased its opening inventory for

the fiscal year ending January 31, 1927, by the

amount of $119,982.09, alleging that such adjust-

ment was necessary in view of a new method

adopted in that year for handling cash discounts

on merchandise purchased. The Commissioner

held that the change of method had the effect of

increasing the income by a like amount, such

amount representing cash discounts on merchan-

dise included in the opening inventory for the

year 1927. The Board of Tax Appeals reversed

the Commissioner. It is submitted that in so

doing, the Board misconceived the effect upon

income of the taxpayer's change of method of

treating cash discounts.

It was the taxpayer's consistent practice, prior

to 1927, to inventory its merchandise at the invoice

price, less cash discount allowed. If, for example,

the taxpayer purchased an article of furniture hav-

ing an invoice price of $100, it would be allowed a

cash discount if payment was made immediately.

Assuming the discount to be 2%, it would include
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the furniture in its inventory at $98. When the

article was subsequently sold for $125, the profit

reported was $27. The profit consisted of two ele-

ments, the discount of $2 and the apparent profit of

$25. Under this method the taxpayer did not im-

mediately report as income the discount when al-

lowed, but deferred it until the sale was made.

Beginning with 1927, the taxpayer abandoned

this method of adjusting discount allowed on its

purchases. Instead, it reported in inventory the

full invoice price of merchandise purchased, and

immediately reported as income the discount al-

lowed by crediting it to an earned discount account.

Using the example given in the preceding para-

graph, the $100 would be debited to inventory of

goods purchased and the $2 would be credited to the

earned discount account, an entry which would rep-

resent current income. When the furniture was

sold for $125, the profit reported was $25.

It is thus seen that, under the first method, the

discount is treated as deferred income to be taxed

in the year the merchandise is sold, while under

the second method the discount is reported as in-

come immediately when allowed. Either system is

permissible, provided it is consistently adhered to.

Warfield-Pratt-Howell Co. v. Commissioner, 13

B. T. A. 305.

A change in method, however, if made without

compensatory adjustments, will distort income for

the year in which the change is made. Let it be
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assumed that the furniture referred to in the first

example above was one item in the merchandise in-

ventory at the opening of the fiscal year 1927. The

invoice price was $100, but it actually cost the tax-

payer only $98, since the taxpayer had taken

advantage of the cash discount allowed. Under the

method it then used it did not report the $2 as

income. Its method required it to defer the re-

porting of that income until a sale was consum-

mated. The taxpayer changed its method of han-

dling discounts in 1927, and, to give effect to the

change, it increased its opening inventory by $2,

the discount taken on the furniture when pur-

chased. Let us further assume that the furniture

was sold in 1927 for $125. The taxpayer would

have us believe that the taxable profit is only $25,

the difference between $125, selling price, and $100,

the invoice price, when, as a matter of fact, the tax-

able profit was clearly $27, the difference between

$125, the selling price, and $98, the net purchase

price. The error is plainly attributable to the tax-

payer's failure to report as income the $2 which

it added to its opening inventory. In other words,

prior to 1927, the taxpayer deferred the reporting

of the $2 discount until the sale was consummated,

and now, after it changed its method of handling

discounts, it refuses to pay the tax on such de-

ferred income.^ The sum of $119,982.09, which

^ A further illustration of the ultimate effect of the change

in the method of handling cash discounts is given in Ap-
pendix B, infra, pp. 25-28.

f
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the Commissioner added to income in the instant

case, is in the same category as the $2 discount re-

ferred to in the example above. It is the total of

the cash discounts allowed on merchandise included

in the opening 1927 inventory. When the tax-

payer increased its opening inventory by that

amount, it apparently realized that there had ac-

crued to it income to the extent of $119,982.09, for

it transferred that amount to its surplus account,

thereby avoiding the tax thereon, instead of making

a credit entry of a like amount to the earned dis-

count account.

It is apparent that under the former method of

valuing inventories—that is, the net-figure

method—the income or profit to be derived never

was realized nor shown on the books nor reported

in the return until the merchandise covered by that

inventory was sold. During the year 1926 there

were $119,982.09 of discounts realized by the tax-

payer. Unless that amount of discount is shown

as income for the fiscal year 1927, the year of the

change, it will escape taxation, because the only

time when such discounts were reported as income

under the old method was at the time of sale. If

the taxpayer's addition to the opening inventory is

allowed without the adjustment contended for by

the Commissioner, the effect would be to treat those

discounts as if they had been reported as income

prior to February 1, 1926, whereas they, in fact,
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have never been so reported. Under the old

method the profits resulting from discounts did not

find their way into income until the year of sale of

the goods. Under the new method the profits found

their way into income in the year of purchase and

not the year of sale. The taxpayer wants to treat

the inventory at the moment of change as if the

discount profit from the merchandise in the inven-

tory had already found its way into income, which,

of course, is not a fact. Plainly, if the discounts

are added to the opening inventory, as the taxpayer

has done, then they must also be included in income.

The Board states that the addition of the item

of $119,982.09 to the opening inventory was made

to offset a similar item of $123,119.71 included in

the closing inventory and would about equalize the

difference. But the discounts on merchandise ap-

pearing in the closing inventory for 1927 have little

or no relation to the discounts on merchandise in-

cluded in the opening inventory. The discounts

received during 1927 amounted to $603,782.53 and

were reported as current income. Included in that

amount was $123,119.71, representing the discounts

allowed on the merchandise included in the closing

inventory. But since the inventory of the succeed-

ing year includes this merchandise at gross invoice

price, it is apparent that the taxpayer will get the

benefit of the higher priced inventory in comput-

ing the gain on subsequent sales. The Board re-

lies upon Higginbotham-Bailey-Logan Co. v. Com-

missioner, 8 B. T. A. 566; Edgar Co. v. Commis-

i
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sioner, 16 B. T. A. 120; Brewer Co. v. Commis-

sioner, 1 B. T. A. 417. These cases are not in point,

since they do not involve a change in the method of

handling cash discounts. The Board also refers to

Boyne City Lumber Co. v. Commissioner, 7 B. T. A.

36. In that case the Commissioner changed the

opening inventory to cost or market, whichever

was lower, but made no corresponding change in

the opening inventory, which the taxpayer had

taken at market. The Board condemned this lack

of consistency, stating that one method should

be used for both opening and closing inventories.

This is not the situation here. The taxpayer, not

the Commissioner, is seeking to change its inven-

tory figure because of a change in its method of

handling discounts on purchases. The Commis-

sioner does not object to the figures reported in

the closing inventory, nor does he object to the

marked-up figures in the opening inventory, but

he does object to the avoidance of tax on income

necessarily accruing because of the change in

method. It is the Commissioner 's position that the

taxpayer is entitled to increase its opening inven-

tory by $119,982.09, but such increase must be ac-

counted for as current income and not as non-

taxable surplus.

The taxpayer has pleaded the issue in the alter-

native. It claims the right to continue the old

basis. A return to the old basis, however, is out of

question. The taxpayer voluntarily chose to make
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the change in its method. The Commissioner ac-

cepted the change, and not only computed the tax-

able year's income on the basis of the new method,

but also closed the return for the subsequent year

(which was the liquidating year of the taxpayer's

business) on the new basis. The taxpayer should

not be permitted to change from one method to

another at will ; such practice would plainly distort

income.

II

The issue raised by the taxpayer in its cross

appeal is whether the deficiency asserted for the

fiscal year ending January 31, 1925, is barred by

the statute of limitations. The original return for

that year was filed April 15, 1925, under the provi-

sions of the Revenue Act of 1924, and on May 16,

1926, an amended return was filed under the provi-

sions of the Revenue Act of 1926 showing an in-

creased tax liability. The notice of deficiency was

mailed April 12, 1929.

In National Paper Co. v. Helvering, 293 U. S.

183, the Court held that an amended return filed

under the provisions of the Revenue Act of 1926

was not the original return required under the 1926

Act to start the three-year period of limitations in

Section 277 (a) of said Act. It, therefore, appears

that the deficiency here asserted for the fiscal year

1925 is barred, inasmuch as the notice of deficiency

was mailed more than three years after the date of

the filing of the original return.
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CONCLUSION

It is submitted that the decision of the Board

on the issue raised in the Commissioner's appeal

should be reversed.

Respectfully submitted.

Frank J. Wideman,

Assistant Attorney General.

SewALL Key,

John G. Remey,

Special Assistants to the Attorney General.

November 1935.



APPENDIX A

Revenue Act of 1926, c. 27, 44 Stat. 9

:

Sec. 205. Inventories.—Whenever in the
opinion of the Commissioner the use of in-

ventories is necessary in order clearly to de-

termine the income of any taxpayer, inven-
tories shall be taken by such taxpayer upon
such basis as the Commissioner, with the ap-
proval of the Secretary, may prescribe as
conforming as nearly as may be to the best

accounting practice in the trade or business
and as most clearly reflecting the income.

Sec. 212. (b) The net income shall be com-
puted upon the basis of the taxpayer's an-
nual accounting period (fiscal year or calen-

dar year, as the case may be) in accordance
with the method of accounting regularly em-
ployed in keeping the books of such tax-

payer ; but if no such method of accounting
has been so employed, or if the method em-
ployed does not clearly reflect the income,
the computation shall be made in accordance
with such method as in the opinion of the
Commissioner does clearly reflect the in-

come. If the taxpayer's annual accounting
period is other than a fiscal year as defined
in section 200 or if the taxpayer has no an-
nual accounting period or does not keep
books, the net income shall be computed on
the basis of the calendar year.

Sec. 232. Net income of corporations de-

fined. In the case of a corporation subject

to the tax imposed by section 230 the term
**net income" means the gross income as de-

(18)
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fined in section 233 less the deductions

allowed by sections 234 and 206, and the net

income shall be computed on the same basis

as is provided in subdivisions (b) and (3)

of section 212 or in section 226. In the case

of a foreign corporation or of a corporation

entitled to the benefits of section 262, the

computation shall also be made in the man-
ner provided in section 217.

Sec. 274. (a) If in the case of any tax-

payer the Commissioner determines that

there is a deficiency in respect of the tax

imposed by this title, the Commissioner is

authorized to send notice of such deficiency

to the taxpayer by registered mail. Within
60 days after such notice is mailed (not
counting Sunday as the sixtieth day) the

taxpayer may file a petition with the Board
of Tax Appeals for a redetermination of the
deficiency. Except as otherwise provided in

subdivision (d) or (f ) of this section, or in
section 279, 282, or 1001, no assessment of a
deficiency in respect of the tax imposed by
this title and no distraint or proceeding in

court for its collection shall be made, begun,
or prosecuted until such notice has been
mailed to the taxpayer, nor until the expira-
tion of such 60-day period, nor, if a petition
has been filed with the Board, until the de-
cision of the Board has become final. Not-
withstanding the provisions of section 3224
of the Revised Statutes, the making of such
assessment or the beginning of such proceed-
ing or distraint during the time such pro-
hibition is in force may be enjoined by a
proceeding in the proper court.

Sec. 277. Period of limitation upon as-
sessment AND collection OF TAX.— (a) Ex-
cept as provided in section 278

—

(1) The amount of income taxes imposed
by this Act shall be assessed within three
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years after the return was filed, and no pro-
ceeding in court without assessment for the
collection of such taxes shall be begun after

the expiration of such period.

Treasury Regulations 69

:

Aet. 23. Bases or computation.—Ap-
proved standard methods of accounting will

ordinarily be regarded as clearly reflecting

income. A method of accounting will not,

however, be regarded as clearly reflecting in-

come unless all items of gross income and all

deductions are treated with reasonable con-

sistency. See section 200 for definitions of

''paid or accrued" and "paid or incurred."
All items of gross income shall be included
in the gross income for the taxable year in

which they are received by the taxpayer, and
deductions taken accordingly, unless in

order clearly to reflect income such amounts
are to be properly accounted for as of a dif-

ferent period. (See sections 200 (d) and
213 (a).) For instance, in any case in

which it is necessary to use an inventory, no
accounting in regard to purchases and sales

will correctly reflect income except an ac-

crual method. A taxpayer is deemed to

have received items of gross income which
have been credited to or set apart for him
without restriction. (See articles 51 and 52.)

On the other hand, appreciation in value of
property is not even an accrual of income to

a taxpayer prior to the realization of such
appreciation through sale or conversion of

the property. (But see article 1615.)

The true income, computed under the
Revenue Act of 1926, and where the tax-

payer keeps books of account, in accordance
with the method of accounting regularly em-
ployed in keeping such books (provided the
method so used is properly applicable in
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determining the net income of the taxpayer
for purposes of taxation), shall in all cases

be entered in the return. If for any reason

the basis of reporting income subject to tax

is changed, the taxpayer shall attach to his

return a separate statement setting forth

for the taxable year and for the preceding
year the classes of items differently treated

under the two systems, specifying in par-
ticular all amounts duplicated or entirely

omitted as the result of such change.
A taxpayer who changes the method of

accounting employed in keeping his books
for the taxable year 1925 or thereafter

should, before computing his income upon
such new basis for purposes of taxation,

secure the consent of the Commissioner. Ap-
plication for permission to change the basis

of the return shall be made at least 30 days
before the close of the period to be covered
by the return and shall be accompanied by a
statement specifying the classes of items dif-

ferently treated under the two systems and
specifying all amounts which would be dupli-
cated or entirely omitted as a result of the
proposed change.

Section 212 (d) contains special provi-
sions for reporting the profit derived from
the sale of property on the installment plan.
(See articles 42-46.)

Art. 1612. Valuation of inventories.—Sec-
tion 205 provides two tests to which each in-

ventory must conform

:

First. It must conform as nearly as may
be to the best accounting practice in the
trade or business, and

Second. It must clearly reflect the income.
It follows, therefore, that inventory rules

can not be uniform but must give effect to

trade customs which come within the scope
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of the best accounting practice in the par-
ticular trade or business. In order clearly

to reflect income, the inventory practice of a
taxpayer should be consistent from year to

year, and greater weight is to be given to

consistency than to any particular method
of inventorying or basis of valuation so long
as the method or basis used is substantially

in accord with these regulations. An inven-
tory that can be used under the best account-
ing practice in a balance sheet showing the

financial position of the taxpayer can, as a
general rule, be regarded as clearly reflecting

his income.
The bases of valuation most commonly

used by business concerns and which meet
the requirements of section 205 are (a) cost

and (b) cost or market, whichever is lower.

(For inventories by dealers in securities, see

article 1615.) Any goods in an inventory
which are unsalable at normal prices or un-
usable in the normal way because of damage,
imperfections, shop wear, changes of style,

odd or broken lots, or other similar causes,

including second-hand goods taken in ex-

change, should be valued at bona fide selling

prices less cost of selling, whether basis

(a) or (b) is used, or if such goods
consist of raw materials or partly finished

goods held for use or consumption, they shall

be valued upon a reasonable basis, taking
into consideration the usability and the con-

dition of the goods, but in no case shall such
value be less than the scrap value. Bona fide

selling price means actual offering of goods
during a period ending not later than 30
days after inventory date. The burden of

proof will rest upon the taxpayer to show
that such exceptional goods as are valued
upon such selling basis come within the clas-
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sifications indicated above, and he shall

maintain such records of the disposition of

the goods as will enable a verification of the

inventory to be made.
In respect to normal goods, whichever

basis is adopted must be applied with rea-

sonable consistency to the entire inventory.

Taxpayers were given an option to adopt
the basis of either (a) cost or (b) cost or

market, whichever is lower, for their 1920

inventories. The basis adopted for that

year is controlling, and a change can now
be made only after permission is secured
from the Commissioner. Application for

permission to change the basis of valuing
inventories shall be made at least 30 days
prior to the close of the taxable year for

which the change is to be effective. Goods
taken in the inventory which have been so

intermingled that they can not be identified

with specific invoices will be deemed to be
the goods most recently purchased or pro-
duced, and the cost thereof will be the actual

cost of the goods purchased or produced dur-
ing the period in which the quantity of goods
in the inventory has been acquired. Where
the taxpayer maintains book inventories in

accordance with a sound accounting system
in which the respective inventory accounts
are charged with the actual cost of the goods
purchased or produced and credited with
the value of goods used, transferred, or sold,

calculated upon the basis of the actual cost

of the goods acquired during the taxable year
(including the inventory at the beginning
of the year), the net value as shown by such
inventory accounts will be deemed to be the
cost of the goods on hand. The balances
shown by such book inventories should be
verified by physical inventories at reasonable
intervals and adjusted to conform therewith.
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Inventories should be recorded in a legible

manner, properly computed and summa-
rized, and should be preserved as a part of

the accounting records of the taxpayer. The
inventories of taxpayers, on whatever basis

taken, will be subject to investigation by the
Commissioner, and the taxpayer must sat-

isfy the Commissioner of the correctness of

the prices adopted.
The following methods, among others, are

sometimes used in taking or valuing inven-
tories but are not in accord with these regu-
lations, viz

:

(1) Deducting from the inventory a re-

serve for price changes or an estimated de-
preciation in the value thereof.

(2) Taking work in process, or other parts
of the inventory at a nominal price or at less

than its proper value.

(3) Omitting portions of the stock on
hand.

(4) Using a constant price or nominal
value for a so-called normal quantity of ma-
terials or goods in stock.

(5) Including stock in transit, either

shipped to or from the taxpayer, the title of
which is not vested in the taxpayer.



APPENDIX B

Let us assume a situation where a merchant is

dealing in a single commodity, such as dinner-

service plates, which, we will assume, he buys at

$1.50 each, gets trade and cash discounts totaling

500 each, and which he sells for $2 each. What is

true of one item will be true of many. The picture

of the effect of the two inventory methods would be

as follows

:

Old Method

1ST YEAR

On hand at beginning

Purchased 10 plates at $1.50

each, less 60^ each dis-

count

On hand at close of year, 5

plates at $1 each _ _

00

$10

10

5

5

New Method

1ST YEAR

On hand at beginning

Purchased 10 plates at

$1.50 each

On hand at close of year, 5

plates at $1.50 each

Cost of goods sold.

.

Income a/c, Discount re-

ceived 10 plates at 500

ea

00

$15. 00

15.00

7.50

Cost of goods sold 7.50

5.00

2ND YEAR

On hand at beginning, 5 plates

at $1 ea

Purchased 5 plats at $1 each_

$5

5

10

5

5

2ND YEAR

On hand at beginning, 5

plates at $1.50 each

Purchased 5 plates at $1.50

each

On hand at close of year, 5

plates at $1.50

Cost of goods sold .

.

Income a/c, Discount 5

plates at 50ji ea

$7.50

7.50

On hand at close of year, 5

plates at$l.-

15.00

7.50

Cost of goods sold 7.50

2.50

(25)
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Old Method—Continued

3RD YEAR

On hand at beginning, 5

plates at $1 $5

Purchased during year

5

On hand at close of year

Cost of goods sold 5

New Method—Continued

3RD YEAR

On hand at beginning, 5

plates at $1.50 each $7. 50

Purchased during year 00

On hand at close of year.

7.50

00

Cost of goods sold 7.50

Income a/c, Discounts re-

ceived 00

From the foregoing illustration the following

conclusions are apparent:

1. By using the old method rather than the new
method, income for the first or beginning year of

the business is greatly lessened. In the illustration

it is clear that under the new method, income would

be $2.50 greater than under the old method. (The

cost of goods sold is $2.50 less under the old method,

but there are no discounts, realized, to be included

in income under the new method.)

2. By using the new method for the closing year,

the income for that year is lessened also. (In the

illustration the amount would be $2.50 less because

there is no discount income to report.)

3. That, although, under either method, the in-

come for the intermediate years is the same, to

allow a taxpayer to use the old method in its open-

ing year and the new method in its closing year is

bound to result in income escaping taxation, unless

am, adjustment is made in the year when the change

is made from the old to the new method.
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What the taxpayer wants to do is this

:

Old Method

1ST YEAB
Opening inventory 00
Purchased 10 plates at $1 net $10

10

On hand at close, 5 plates at $1 net 5

Cost of goods sold 5

iJND AND OTHEB INTERMEDIATE YEARS (CHANGE FROM OLD TO NEW METHOD)

Opening inventory 7. 50
Purchased 7. 50

15.00
On hand at close 7.50

Cost of goods sold 7. 50
Income a/c, discounts realized 2. 50

CLOSING YEAR (NEW METHOD)

Opening inventory 7. PO
Purchased 00

7.50
On hand at close . 00

Cost of goods sold 7. 50
Discounts . 00

If we analyze taxpayer's contention, it is ap-

parent that if it is adopted somewhere along the

line income will escape taxation. Let us again

refer to our illustration and assuming that the

plates are sold for $2 each, we find

:

During the three years shown, 15 plates have

been sold at a net profit of $1 each, or $15 total, 5

in each year. If the old system had been used each

year, it would show a profit of $5 in the first year,

$5 in the second, and $5 in the last year. If the new
system had been used, it would have shown a profit

of $7.50 the first year, $5 the second year, and only

$2.50 the last year—total, $15.
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What the taxpayer wants to do is to use the old

method for the first year ($5 income), the new
method for the second year (the year of change)

($5 income), and the new method for the last year

($2.50 income), showing a total of only $12.50

profit. We know it has made $15 profit.
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